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1973 ANNUAL REPORT OF THE BOARD OF TRUST-
EES OF THE FEDERAL HOSPITAL INSURANCE
TRUST FUND

Tuae Boarp or TRUSTEES

The Federal hospital insurance trust fund, established on July 30,
1965, is held by the Board of Trustees under the authority of section
1817(b) of the Social Security Act, as amended. The Board is com-
prised of three members who serve in an ex officio capacity. The mem-
bers of the Board are the Secretary of the Treasury, the Secretary of
Labor, and the Secretary of Health, Education, and Welfare. The
Secretary of the Treasury is designated by law as the Managing
Trustee. The Commissioner of Social Security is Secretary of the
Board. The Board of Trustees reports to the Congress once each year
in compliance with section 1817(b)(2) of the Social Security Act.
This Report is the annual report for 1973, the eighth such report.

HicuLIicuTs

The more important developments during fiscal year 1972, dis-
cussed in more detail in later sections, are indicated below :

(a) The hospital insurance trust fund decreased during fiscal year
1972, by an amount somewhat less than that predicted in the 1972 Re-
port. Income for fiscal 1972 amounted to just over $6.0 billion, up
very little over fiscal 1971. Benefit payments and administrative ex-
penses totalled nearly $6.3 billion, 12 percent more than in fiscal 1971,
The fund decreased by $244 million in fiscal 1972 to $2.9 billion on
June 30, 1972,

(&) Approximately 20.8 million persons were protected by the hos-
pital insurance program in June 1972. About 4.6 million persons
actually received benefits during fiscal year 1972. An estimated 95 mil-
lion workers had earnings in calendar year 1971 that were taxable
and creditable toward eligibility under the program.

(¢) The trust fund earned $188 million in interest during the year,
equivalent to an annual rate of 6.7 percent.

(d) The Secretary of HEW promulgated a $72 inpatient deductible
for 1973 after a ruling by the Price Commission that the deductible
was a price paid for hospital services and could not increase by more
than 6 percent.

SocraL SeEcUriTY AMENDMENTS SiNcE 1972 Reporr

Since the close of fiscal year 1972 there have been important amend-
ments to the Social Security Act (and the Internal Revenue Code)
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substantially affecting the hospital insurance system. Unlike last
year’s report, which could not consider the changed situation when
and if legislation then partway through the legislative process might
be enacted, this Report fully recognizes the new legislation.

Social security amendments of 1972 provided for an increase in the
employer-employee contribution rate, effective as of January 1, 1973,
from 0.65 percent (on a $9,000 base) to 1.0 percent (on a $10,800 base).
This increase is expected to strengthen the financing of the hospital
Insurance program, and to reverse the downward trend in the trust
fund, even though the 1972 Amendments also extended coverage to dis-
abled workers entitled to disability insurance benefits for at least 24
consecutive months, and to persons requiring dialysis or transplants
as a result of chronic kidney disease. Details of the 1972 Amendments
and their financial effect can be found in documents prepared by and
for the Congress.

Narure or THE Trust Fuxp

The Federal hospital insurance trust fund was established on
July 30, 1965, as a separate account in the U.S. Treasury to hold the
amounts accumulated under the hospital insurance program. All the
financial operations which relate to the system of hospital insurance
are handled through this fund.

The major sources of receipts of this fund are (1) amounts appro-
priated to it under permanent appropriation on the basis of contribu-
tions paid by workers and their employers, and by individuals with
self-employment income, in work covered by the hospital insurance
program and (2) amounts deposited in it representing contributions
paid by workers’ employed by State and local governments and by such
cmployers with respect to work covered by the program. The coverage
of the hospital insurance program includes workers covered under the
old-age, survivors, and disability insurance program and those cov-
ered under the railroad retirement insurance program.

All employees in covered employment are required to pay contribu-
tions with respect to their wages, and their employers are also required
to pay contributions with respect to wages (cash tips, covered as wages
beginning in 1966 under the 1965 Amendments, are an execption to
this; employees pay contributions with respect to cash tips, but em-
ployers do not). All covered self-employed persons are required to
pay contributions with respect to their self-employment income. In
general, an individual’s contributions are computed on annual wages
or self-employment income, or both wages and self-employment in-
come combined, up to a specified maximum annual amount with the
contributions being determined first on the wages and then on any
self-employment income necessary to make up the annual maximum
amount.

The contribution rate and the maximum amount of annual earn-
ings taxable in each of the calendar vears 1966 and later is shown
below. The table, for 1972 and earlier, is an historical record based on
continually changing law. For 1973 and later the table indicates the
provisions of present law, as last amended in 1972.



Contribution rates (as a
percent of taxable earnings)

Employees
and

Maximum
taxable employers,

Calendar years amount each Sel‘-employed
$6, 600 0.35% 0.35%

6, 600 .50 .50

7, 800 .60 .60

9, 000 .60 .60

10, 800 1.00 1.00

12,000 1.00 1.00

(0] 1.00 1.00

0] 1.25 1.25

Q] 1.35 1.35

(0] 1.45 1.45

1 In accordance with automatic adjustment provisi

Except for amounts received by the Secretary of the Treasury under
State agreements (to effectuate coverage under the program for State
and local government employees) and deposited directly in the trust
fund, all contributions are collected by the Internal Revenue Service
and deposited in the general fund of the Treasury as internal revenue
collections; then, on an estimated basis, the contributions received are
immediately and automatically appropriated to the trust fund. The
exact amount of contributions received is not known initially since (1)
hospital insurance taxes, (2) old-age, survivors, and disability insur-
ance contributions, and (3) individual income taxes are not separately
identified in tax-collection reports received by the Treasury Depart-
ment from the district offices of the Internal Revenue Service. Peri-
odic adjustments are subsequently made to the extent that the esti-
mates are found to differ from the amounts of contributions actually
payable on the basis of reported earnings.

An employee who worked for more than one employer during the
course of a year and paid contributions on wages in excess of the statu-
tory maximum can receive a refund of the contributions he paid on
such excess wages. The amount of contributions subject to refund for
any period is a charge against the trust fund.

Another source from which receipts of the trust fund are derived is
interest received on investments held by the fund. The investment pro-
cedures of the fund are described later in this section.

The income and expenditures of the trust fund are also affected by
the provisions of the Railroad Retirement Act of 1937 which provide
for a system of coordination and financial interchange between the
railroad retirement program and the hospital insurance program.

The Social Security Act provides that the trust funds shall be re-
imbursed from general revenues for expenditures resulting from those
provisions that granted non-contributory wage credits for military
service. The Secretary of Health, Education, and Welfare made a de-
termination in 1970 of the level annual appropriations to the trust
fund necessary to amortize over a 44-year period, beginning in fiscal
year 1972, the estimated total additional costs arising from payments
that had been made since July 1966 and that will be made in future
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years, after taking into account the amounts of annual appropriations
in fiscal years 1966-70 that had been deposied into the trust funds.

Hospitals, at their option, are permitted to combine their billing for
both hospital and physician components of radiology and pathology
services rendered hospital inpatients by hospital-based physicians.
Where hospitals elect this billing procedure, payments are made ini-
tially from the hospital insurance trust fund, with reimbursement
from the supplementary medical insurance trust fund. The reimburse-
ments so made are on a provisional basis and are subject to adjustment
with appropriate interest allowances, as the actual experience develops
and is analyzed.

Hospital insurance benefits are provided to certain uninsured per-
sons aged 65 and over. Such payments are made initially from the
hospital insurance trust fund, with reimbursement from the general
fund of the Treasury for the costs, including administrative expenses,
of the payments. The reimbursements so made are on a provisional
basis and are subject to adjustment, with appropriate interest allow-
ances, as the actual experience develops and is analyzed.

Certain persons not eligible for hospital insurance coverage either
on an insured basis or on the uninsured basis described in the previous
paragraph may enroll in the program after July 1, 1973. Such en-
rollees pay a monthly premium of $33 in fiscal year 1974, The premium
amount is adjusted annually thereafter in proportion to changes in
the inpatient deductible.

Expenditures for benefit payments and administrative expenses
under the hospital insurance program are paid out of the trust fund.
All expenses incurred by the Department of Health, Education, and
Welfare and by the Treasury Department in carrying out the pro-
visions of title XVIII of the Social Security Act pertaining to the
hospital insurance program and of the Internal Revenue Code relating
to the collection of contributions, are charged to the trust fund. The
Secretary of Health, Education, and Weigfare certifies benefit pay-
ments to the Managing Trustee, who makes the payment from the trust
funds in accordance therewith.

The Social Security Amendments of 1967 and 1972, respectively,
authorize the Secretary of Health, Education, and Welfare to develop
and conduct a broad range of experiments and demonstration projects
designed to determine various methods of increasing efficiency and
economy in providing health care services, while maintaining the
quality of such services, under the hospital insurance and supple-
mentary medical insurance programs. The costs of such experiments
and demonstration projects are paid out of the hospital insurance and
supplementary medical insurance trust funds. The costs paid out of
the hospital insurance trust fund are included as part of benefit pay-
ments in the financial statements of operations of the trust fund as
set forth in subsequent sections of this Report.

Congress has authorized expenditures from the trust fund for con-
struction of office buildings and related facilities for the Social Se-
curity Administration. The costs of such construction are included as
part of the administrative expenses in the financial statements of op-
erations of the trust fund as set forth in subsequent sections of this
Report. The net worth of the resulting facilities—like the net worth of
all other non-financial assets—is not carried as an asset in such
statements.
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That portion of the trust fund which, in the judgment of the Man-
aging Trustee, is not required to meet current expenditures for benefits
and administration is invested, on a daily basis, in interest-bearing
obligations of the U.S. Government, in obligations guaranteed as to
both principal and interest by the United States, or in certain federally
sponsored agency obligations that are designated in the laws author-
1zing their issuance as lawful investments for fiduciary and trust funds
under the control and authority of the United States or any officer of
the United States. Obligations of these types may be acquired on orig-
inal issue at the issue price or by purchase of outstanding obligations
at their market price.

_In addition, the Social Security Act authorizes the issuance of spe-
cial public-debt obligations for purchase exclusively by the trust fund.
The law requires that such special public-debt obligations shall have
maturities fixed with due regard for the nceds of the trust fund and
shall bear interest at a rate based on the average market yield (com-
puted by the Managing Trustee on the basis of market quotations as of
the end of the calendar month next preceding the date of such issue)
on all marketable interest-bearing obligations of the United States
forming a part of the public debt which are not due or callable until
after the expiration of 4 years from the end of such calendar month.

SumMARY oF THE OPFRATIONS oF Tt Trust Funp, Fiscar YEar 1972

A statement of the income and disbursements of the Federal hospital
insurance trust fund during fiscal year 1972 and of the assets of the
fund at the beginning and the end of the fiscal year is presented in
table 1. Also appearing in the table are comparable amounts for fiscal
vear 1971.

The total assets of the trust fund amounted to $3,103 million on
June 80, 1971. By the end of fiscal year 1972, the assets amounted to
$2.859 million, a decrease of $244 million.

Net receipts of the trust fund amounted to $6,031 million. Of this
total, $4,743 million represented tax collections appropriated to the
trust fund and $534 million represented amounts received by the
Secretary of the Treasury in accordance with State coverage agree-
ments and deposited in the trust fund. As an offset, $51 million was
transferred from the trust fund into the Treasury as repayment for
the estimated amount of contributions subject to refund to employees
who worked for more than one employer during the course of a year
and paid contributions on wages in excess of the statutory maximum
earnings base. .

Net contributions amounted to $5,226 million, representing an in-
crease of 6.7 percent over the amount for the preceding fiscal year.
This growth in contribution income resulted primarily from (1) the
higher level of employment and taxable earnings and (2) the increase
in the maximum annual amount of earnings taxable from $7,800 to
$9.000 that became effective on January 1, 1972.

Reference has been made in an earlier section to provisions of the
Railroad Retirement Act which cocrdinate the railroad retirement
and the hospital insurance programs and which govern the financial
interchange arising from the allocation of costs between the two sys-
tems. In accordance with these provisions, the Railroad Retirement
Board and the Secretary of Health, Education, and Welfare deter-
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mined that a transfer of $63,782,000 frem the railroad retirement ac-
count to the hospital insurance trust fund would place this fund in the
same position, as of June 30, 1971, as it would have been if railroad
employment had always been covered under the Social Security Act.
This amount was transferred to the trust fund in August 1971, together
with interest to the date of transfer amounting te $2,324,000.

Reference has also been made earlier to provisions under which the
hospital insurance trust fund is to be reimbursed annually from the
general fund of the Treasury for the costs of granting noncontribu-
tory credits for military service. In accordance with these provisions,
the Secretary of Health, Education, and Welfare made a determina-
tion in 1970 of the level annual appropriations to the trust fund neces-
sary to amortize over a 44-year period, beginning in fiscal year 1972,
the estimated total additional costs, for military service performed
before 1957, arising from payments that have been made since July
1966 and that will be made 1n future years, taking into account the
amounts of annual appropriations in fiscal years 1966-71 that have
been deposited into the trust funds. The annual amount resulting from
this determination was $48 million. Thus, a reimbursement amounting
to $48 million was received by the trust fund in December 1971.

Again, reference has been made earlier to provisions under which
the hospital insurance trust fund is te be reimbursed from the general
fund of the Treasury for costs of paying benefits under this program
to certain uninsured persons, The reimbursement in fiscal year 1972
amounted to $503 million, consisting of $496 million for benefit pay-
ments, $19 million for administrative expenses, and, as an offset, $12
millien due the general fund for interest on negative adjustments to
cost in prior fiscal years. ‘

The remaining $188 million of receipts consisted almost entirely of
interest on the investments of the trust fund.

Disbursements from the trust fund during fiscal yvear 1972 totalled
$6,276 million. Of this total, $6,114 million represented benefits paid
directly from the trust fund for health services covered under title
XVIII of the Social Security Act and $905,000 represented amounts
paid under incentive reimbursements. As offsets to benefit payments,
transfers were made from the supplementary medical insurance trust
fund consisting of $6 million for certain costs of radiology and path-
ology services, and $81,000 for costs of incentive reimbursement ar-
rangements, that were paid initially from the hespital insurance
trust fund but that were liabilities of the supplementary medical in-
snrance trust fund. Net benefit payments from the trust fund in fiscal
year 1972, therefore, amounted to $6,109 million, an increase of 12.2
percent over the corresponding amount paid in fiscal year 1971.

The remaining $166 million of disbursements was for net admin-
istrative expenses. Administrative expenses are allocated and charged
directly to each of the four trust funds—old-age insurance, disability
insurance, hospital insurance, and supplementary medical insurance—
on the basis of provisional estimates. Periodically, as actual experience
develops and is analyzed. adjustments to the allocations of adminis-
trative expenses, and costs of construction, for prior periods are ef-
fected by transfers among the four trust funds, with appropriate
Interest allowances.



7

Table 2 compares the actual experience in fiscal year 1972 with the
estimates presented in the 1971 and 1972 Annual Reports of the Board
of Trustees. Reference was made in an earlier section to the appro-
priation of contributions to the trust funds on an estimated basis, with
subsequent periodic adjustments to account for ditferences from the
amounts of contributions actually payable on the basis of reported
earnings. In interpreting the figures in table 2, it should be noted that
the “actual” amount of contributions in fiscal year 1972 reflects the
aforementioned type of adjustments to contributions for prior fiscal
vears. On the other hand, the “actual” amount of contributions in fis-
cal year 1972 does not reflect adjustments to contributions for fiscal
year 1972 that were to be made after June 30, 1972. The estimated con-
tributions in both the 1971 and 1972 Reports were quite close to the
actual experience. Actual benefit payments were 9 percent lower than
estimated in the 1971 Report, while the corresponding figure with re-
spect to the 1972 Report is only 2 percent.

The assets of the trust fund at the end of fiscal year 1972 totaled
$2,859 million, consisting of $2,834 million in the form of obligations
of the U.S. Government, $50 million in securities of federally-spon-
sored agencies, and, as an offset, an overdraft of $25 million which was
covered by the redemption of securities on July 3, 1972. Table 3 shows
a comparison of the total assets of the fund and their distribution at
the end of fiscal years 1971 and 1972,

The net decrease in the par value of the investments held by the
fund during fiseal year 1972 amounted to $146 million. New securities
at a total par value of $6,464 million were acquired during the fiscal
year, through the investment of receipts and the reinvestment of funds
made available from the maturity of securities. The par value of secu-
rities redeemed during the fiscal year was $6,610 million. Included in
these amounts is $3.926 million in certificates of indebtedness that were
acquired and redeemed within the fiscal year.

The effective annual rate of interest earned by the assets of the
hospital insurance trust fund during fiscal year 1972 was 6.7 percent.
The interest rate on public-debt obligations issued for purchase by the
trust fund in June 1972 was 534 percent, compounded semiannually.

TABLE 1.—STATEMENT OF OPERATIONS OF THE HOSPITAL INSURANCE TRUST FUND DURING FISCAL YEARS
1971 AND 1972

[In thousands]

Fiscal year—
1971 1972
Total assets of the trust fund, beginning of year__ . . . ... $2,677, 401 $3,103, 106
Receipts:
Contributions:
Appropriations. L 4,477, 04G 4,743,453
Deposits arising from State agreements.. _._ .. ____ ... .. _____ 485, 873 533,753
Gross contributions._ .- .o 4,962,913 5,277,206
Less payment into the Treasury for contributions subject to refund.___.___ 64,934 51,315
Net contributions _ . . e mmeeeamas 4,897,979 5,225, 891
Transfers from railroad retirement account_ ... __ ... ... 65, 945 66,106

Reimbursements from general fund of the Treasury for costs of—
Noncontributory credits for military service___.. . ..o oo..- 11, 600 48, 000
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TABLE 1,—STATEMENT OF OPERATIONS OF THE HOSPITAL INSURANCE TRUST FUND DURING FISCAL YEARS
1971 AND 1972—Continued

[In thousands]

Fiscal year—

1971 1972

Benefits for uninsured persons:
Benefit payments____ 819, 201 496,000
Administrative ex 26,925 19,033
Interest!_____ 16,723 —11,682
Total reimbursement for costs of benefits for uninsured persons.___ 862, 849 503, 351

Interest:

Interest on investments. 181, 366 187,427

Interest on transfers from the s ry med an

for reimbursement of benefits paid initially from the hospital insurance

trust fund Y e eaiaaes -796 5
Interest on amounts of interfund transfers due to adjustment in allocation

of administrative expenses and construction costs® .. __.______________ —233 348
Total interest- ... T 180,397 187,781
Total receipts. .o .. e 6,018,110 6,031,128

Disbursements:
Benefit payments:
Paid directly from the trust fund for costs of—
Health services. ... .. ..o 5,479,709 6,114,314
i i 622 905

Gross benefit payments_________________________________._____. 5, 480, 331 6,115,220
Less transfers from the suppiementary medical insurance trust fund for
reinbursement of payments made initially from the hospital insurance
trust fund for costs of —

Radiology and pathology services2. ._________ ... ... .. .. ... ... 37,300 6, 000

Incentive reimbursement arrangements?__ .. .. .. ... __ ... 59 81

Net benefit payments___ __________ . ... 5,442,971 6,109,139

Administrative expenses:

Department of Health, Education, and Welfares____________________._____ 142,633 159, 606
Treasury Department______________________ .. , ,

Construction of facilities for Social Security Administration..___._... ... 171 1,144

Interfund transfers due to adjustment in allocation of—

Administrative expensest. ___ ... iciccemaeoaa 280 -1,101

Construction costs 4 ____ e 22 118

Gross administrative expenses__ . __ ... oooceooo... 149, 485 166, 375

Less receipts from sale of surplus supplies, materials,etc_.____.___._____ 51 )

Net administrative expenses______ .o eeiiemamaaan 149, 434 166, 370

Total disbursements__.________ el 5, 592, 405 6,275, 509

Not addition to the trustfund____________._________________ ... 425,705 —244, 381

Total assets of the trust fund, end of year______________________._.__.__...... 3,103,106 2,858,725

1 A positive figure regresents a transfer of interest to the hospital insurance trust fund from the general fund of the
Treasury or from the other social security trust funds. A negative figure represents a transfer of interest from the hospitat
insurance trust fund to the general fund of the Treasury or to the other social security trust funds.

2 For explanation, see text.

3 Includes administrative expenses of the intermediaries.

4 A positive figure represents a transfer from the hospital insurance trust fund to the other social security trust funds. A
negative figure represents a transfer to the hospital insurance trust fund from the other social security trust funds.
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TABLE 2.—COMPARISON OF ACTUAL AND ESTIMATED OPERATIONS OF THE HOSPITAL INSURANCE TRUST FUND,
FISCAL YEAR 1972

[Amounts in millions)

Comparison of actual experience with estimates for fiscal
year 1972 published in—

1972 report 1971 report
. Actual as Actual as
Actual Estimated percentage Estimated percentage
Item t t of estimat t of estimat
Net contributions_.______.__.____..__.. $5, 226 $5, 213 100 $5, 368 97
Benefit payments. _. ... _......_.... 6,1 6, 265 98 6, 690 91

TABLE 3.—ASSETS OF THE HOSPITAL INSURANCE TRUST FUND, BY TYPE,
AT THE END OF FISCAL YEARS 1971 AND 1972

June 30, 1971 June 30, 1972
Par value Book value ! Par value Book value !
Investments in public-debt obligations sold
onINy }o this fund (special issues):
otes:
534 percent, 1975 _____._.__.... $400, 116,000  $400,116,000.00 ____ . . . . _ceoou_cooaoooiaooo
534 percent, 1979 e ceeaoiesaienooieoioooaao $537,999,000  $537, 999, 000. 00

614 percent, 1978
614 percent, 1976
754 percent, 1977

931,182,000 931, 182, 000, 00 931, 182, 000 931, 182, 000, 00
729,200,000 729, 200, 000. 00 445, 419, 000 445, 419, 000. 00
919,358,000 919, 358, 000. 00 919, 358, 000 919, 358, 000. 00

Total public-debt obiigations

sold only to this fund (special
[T S, 2,979, 856,000 2,979,856, 000.00 2,833,958,000 2,833, 958, 000. 00

lavestments in federally-sponsored agency
obligations:
Participation certificates:
Federal assets liquidation trust—
Government National Mortgage

Association: 5.20 percent, 198 50, 000, 000 50, 000, 000. 00 50, 000, 000 50, 000, 000. 00

Total investments in federally-
sponsored agency obligations._ 50, 000, 000 50, 000, 000. 00 56, 000, 000 50, 000, 000. 00

Total investments__.______.... 3,029, 856,000 3,029, 856,000.00 2, 883,958,000 2, 883, 958, 000. 00
Undisbursed balances_ .. - oo 73,249,599.39 .. ceoome- 2 —175,233,199. 85

Total assets. .o 3,103,105,599.39 . ... 2,858, 724, 800. 15

1 Par value, plus unamortized premium, less discount outstanding. . . .
2 A minus figure represents an overdraft which is covered by the redemption of securities on the first working day of the

following month.

Report oF THE 1971 Abpvisory COUNCIL ON SOCIAL SECURITY

Pursuant to Section 706 of the Social Security Act, an Advisory
Council on Social Security was appointed in May 1969 and submitted
its report on April 5, 1971. The Council made certain recommenda-
tions which directly affect the financing methods, the actuarial meth-
odology, and the adequacy of the trust funds. As to these, the Trustees
have the responsibility of a careful evaluation, and a transmittal of
the Trustees’ views, as a part of the Trustees’ Reports.
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The Trustees discharged this responsibility to a large extent in the
1972 Reports. Two of the Council’s financing recommendations, which
were not discussed then, have now been evaluated, as follows:

4. Securities Issued by Federally-Sponsored Agencies—1 he (ouncil
belicves that there is adequate statutory authority for investment of
trust fund money in securities issued by federally-sponsored agencies.
The Council recommends that the Managing Trustee establish a policy
of purchasing a portion of new obligations issued by such agencies as
investments for the trust funds.

The Board of Trustees recognizes that statutory authority exists
for trust fund investment in securities of federally-sponsored agen-
cies; and that the trust funds might earn a small amount of additional
interest if the Council recommendation were followed. The Board is
nonetheless opposed to this recommendation under present procedures
for federal agency financing. The Secretary of Treasury’s dual roles
as Managing Trustee and as chief financial officer of the Government
would create conflicts of interest that do not now exist. Purchase of
securities of agencies privately owned but federally-sponsored would
become an expenditure in the Federal accounts, would add to the Fed-
eral deficit, and would deprive the President and the Congress of their
full range of choice in determining priorities. It is possible that these
difficulties may be resolved if plans for a federal-financing bank ma-
terialize, in which case the Board of Trustees will reconsider their
position.

12. Contribution Rates.—The Council believes that the contribution
rate schedule for the next 10 years should be designed to follow closely
the principle of current-cost financing. Contribution rates for the
Medicare program would not extend beyond a 10-year period since
the Council does not believe that it is feasible to make vealistic esti-
mates for this program for a longer period.

The Board of Trustees concurs with the first sentence of this recom-
mendation, but not with the final sentence. The Board feels that the
advantages claimed in shortening the period for which hospital in-
surance contribution rates are established are not sufficient to warrant
the risk of disturbing public acceptance. The traditional 25-year period
over which hospital insurance financing is measured has proven to
be satisfactory.

Exrrcrep OpeErATION AND StaTUus oF THE TrusT Funp DuriNg THE
Periop Juny 1, 1972 to Juxe 30, 1975

The expected operation of the trust fund during the next three
fiscal years is shown in table 4, together with the past experience of
the program.’

1 The actugrial methodology followed in preparing the estimates of future experience of
the hospital insurance system is described in Appendix A.
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TABLE 4.—OPERATIONS OF THE HOSPITAL INSURANCE TRUST FUND, CASH BASIS, FISCAL YEARS 1967-75

['n miltions of dollars}

Income Disbursements Trust fund
Transfers Reimburse-
from Reimburse- Premiums ment for
Railroad ment for for military Adminis- Total Net Fund at
Payroll Retirement uninsured  voluntary wage _Intereston . Total Benefit trative  disburse- increase end of
Fiscal year taxes Account persons enrollees credits investments income payments  expenses ments in fund yeal
Historical data:
1967 16 327 11 3,089 2,508 89 2,597 492 1,343
44 273 11 61 3, 902 3,73 79 3,815 88 1,431
54 749 22 9% 5,344 4,654 104 4,758 586 2,017
64 617 11 137 5,614 4,804 149 4,9 661 2,671
66 863 11 180 6,018 5,443 149 5,592 426 3,103
66 503 188 6,031 6, 109 166 6,276 —285 2,859
63 381 .. 43 211 8,413 6,710 210 6,920 1,493 4,352
105 537 82 43 354 12, 485 8,790 2 9,086 3, 7,751
125 530 104 48 541 13,m 10, 440 353 10,793 2,984 10,735

11
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The estimates of income from hospital insurance contributions in-
crease raldly during the period projected, primarily as a result of the
increase in the hospital insurance tax rate to 1 percent on January 1,
1973, from 0.6 percent the previous year. Income during fiscal years
1973 and 1974 is increased by the change in the earnings base to
$10,800 that took place on January 1, 1973. Income during fiscal years
1974 and 1975 is increased by the increase in the earnings base to
$12,000 scheduled to occur on January 1, 1974.

Income received through the financial interchange between the rail-
road retirement account and the trust fund under the provisions of
the Railroad Retirement Act is estimated on the same basis as income
from hospital insurance contributions. Estimates of the corresponding
outgo are included in the disbursement items.

Income to the trust fund appropriated from general revenues to
reimburse the program for the cost of non-insured persons for cover-
age paid for by the Federal Government is estimated to be the same as
the estimates of disbursements for such persons, net of corrections for
differences between costs and reimbursements for previous years. Pre-
mium income and disbursements for other non-insured persons over
age 65 who are permitted to enroll in the hospital insurance program
beginning in July 1973 are based on a projected enrollment of 200,000.

Reimbursement from general revenues for military wage credits
are projected at $48 million in each year, based on the determination
made by the Secretary of Health, Education, and Welfare in 1970
of the level annual appropriations necessary to amortize the addi-
tional costs arising from these wage credits. The estimates assume
that the amount of appropriation due for such military service wage
credits are paid in the appropriate period.

Estimated disbursements for benefits and administrative expenses
increase sharply in fiscal years 1974 and 1975, primarily as a result of
the coverage of some disabled beneficiaries and persons suffering from
chronic kidney disease beginning in July 1973. Due to the delay be-
tween the date on which services are performed and reimbursement
for the cost of such services is paid from the trust fund, the full effect
of the coverage of these new beneficiaries is not until fiscal year 1975.

The expenditures for benefit payments shown in table 4 are different
from those shown in the current Federal Budget. The budget docu-
ment incorporates some legislative recommendations which have not
yet been enacted into law and hence are not reflected in any of the
cost, estimates in this Report, and some administrative actions and ex-
penditure controls for which plans for implementation have been
altered somewhat from those planned at the time the budget was pub-
lished. The administrative actions are :

(¢) Elimination during fiscal year 1973 of “current-financing”
payments to providers, which compensated institutions for any
delay between the date on which services were performed and
payment for them was made on the basis of bills submitted.

(%) A program of pre-admission certification and intensified
utilization review.

(¢¢¢) New regulations by the Cost-of-Living Council which
would substantially reduce the rate of increase in hospital costs
recognized by the program for reimbursement purposes.



13

Current plans are to recover current-financing payments during
fiscal year 1974 rather than during fiscal year 1973 as originally
planned. A program of intensified utilization review will be instituted
In conjunction with the implementation of the 1972 Amendments, and
in a manner consistent with plans for subsequent implementation of
peer review under professional standards review organizations. The
estimated impact of these changes are reflected in the estimates under-
lying table 4. The final form of new price control regulations for
medical institutions has not yet been determined by the Cost-of-
Living Council and no date for implementation has yet been set. Con-
sequently, no specific allowance could be made in the cost estimates in
this Report for the new program. Estimates of the impact of prompt
implementation of one of the options under consideration are discussed
in Appendix A.

The actual operation of the hospital insurance program is in gen-
eral organized on a calendar year basis. Earnings subject to taxation
are determined by calendar year and the applicable tax rates are set by
calendar year. TKe amount of the inpatient deductible and other cost
sharing are also set for each calendar year.

Projections of the operations of the trust fund on a calendar year
basis are shown in table 5, according to the same basis as used in table
4. The effect of increasing the hospital insurance tax rate in 1973 is
more fully apparent in the income figures on a calendar year basis, as
are the effects of increasing the maximum annual earnings subject to
taxes. Further discussion of the financing of the hospital insurance
program is also by calendar year, since tﬁe tax rates used to finance
the program pertain to particular calendar years.



TABLE 5.—OPERATIONS OF THE HOSPITAL INSURANCE TRUST FUND, CASH BASIS, CALENDAR YEARS 1966-75

[tn millions of dollars)

Income Disbursements Trust fund
Transfers Reimburse-
from Reimburse- Premiums ment for
Railroad ment for for military Adminis- Total Net Fund at
Payroll Retirement wuninsured  voluntary wage Intereston Total Benefit trative  disburse- increase end of
Calendar year taxes Account persons  entollees credits investments income  payments  expenses ments in fund year
Historical data:
1966. 940 16 26 11 25 1,027 43 934 . 944
3,152 44 301 .. 11 51 , 559 3,353 7 3,430 129 1,073
4,116 54 1,022 __. 22 74 5, 287 4,179 9 4,217 1,010 2,083
4,473 64 617 11 113 5,279 4,739 118 4,857 422 2,505
4,881 66 863 _.. 11 158 5,979 5,124 157 5, 281 698 3,202
4,921 66 503 ___ 48 193 5,732 5,751 149 5, 900 —168 , 034
5,731 63 381 48 180 6, 403 6,319 184 6, 503 -9 2,935
10, 458 105 537 40 48 251 11,439 7,820 252 8,072 3,367 6, 302
11, 851 125 530 93 48 45 3, 092 , 490 324 9,814 3,278 9, 580
12,915 132 633 m 48 622 14, 361 11, 150 383 11,533 2,828 12, 408

i4!
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The ratios of the balance in the trust fund at the beginning of each
calendar year to the total disbursements during that year are shown
in table 6 for past years and as projected through 1975. The ratio of
the fund to such disbursements grew gradually until it reached ap-
Egoximately the level of one-half of a year’s expenditures as of tEe

ginning of 1971. The ratio has fallen slightly since then, but is ex-
pected to increase to 83 percent of 1975 expenditures at the beginning
of that year and to 100 percent of 1979 expenditures at the beginning
of that year—as a result of the increase in the tax rates and earning

bases beginning in January 1973.

TABLE 6.—Assets at the beginning of the year, related to expenditures during the
year for the hospital insurance trust fund

Ratio of assets, at

Calendar year _beginning of year, to
Historical data: expenditures during the year
1967 .- - - 0.28
1968 ____. - .25
1969 .43
1970 _ .47
1971 . _—- - ——- . b4
1972 __ —— .47
Projection :
1973 — .36
1974 -~ .64
1975 - e ——————————————— .83

AcruariaL Status oF THE Trust Funp

The hospital insurance program, as a mature long-range social in-
surance program, is financed on a current-cost basis. The proportion of
Eersons over age 65 who are currently eligible for benefits is nearly as

igh as can be expected in future years. Although the proportion of
the population who have been disabled more than 2 years is gradually
increasing, the impact of the increase on the expenditures of the pro-
gram is relatively small. Similarly, the number of persons covered as
a result of chronic kidney disease is projected to grow rapidly, but
accounts for only a small proportion of total expenditures. It is ap-
propriate to finance such a system on a pay-as-you-go basis, if modified
to avoid abrupt changes in the tax rates and to maintain a suitable
fund for adverse contingencies. The Board of Trustees, acting on the
recommendation of the 1971 Advisory Council, has adopted these
general financing principles.

The adequacy of the contribution rates specified by the current law
to support the hospital insurance system is measured by comparison
with “current costs” for the program over the 25-year valuation period.
The current cost for the program in any year is essentially the com-
bined employer-employee contribution rate that would be just suffi-
cient to (1) provide the benefit payments and administrative expenses
for the year, and (2) maintain the trust fund at the level of the fol-
lowing year’s disbursements.

To finance the program over future years using these concepts, two
further considerations must be taken into account. If the trust fund
is not currently equal to the desired level of expected disbursements
during the next year, the “current-costs” must be modified to adjust



16

the growth (or decline) of the trust fund to a path that will lead to
the desired level in some future year. Further, in recommending a
schedule of tax rates, it is desirable that the rates recommended be
rounded to avoid frequent changes in rates charged.

The current-costs of the hospital insurance program over the next
25 years are summarized in table 7, along with that part of the cur-
rent-cost required to actually pay disbursements in each year. For
purposes of comparison, the latter are also shown for past years.

TABLE 7.—EXPENDITURES OF HOSPITAL INSURANCE PROGRAM, 1967-95, AND CURRENT COSTS OF HOSPITAL
INSURANCE PROGRAM, 1973-95 (AS PERCENT OF TAXABLE PAYROLL)!

Calendar year Expenditures2  Current costs 3

Historical data:
1967

________________ 0.95 . ..

1968. 1.03 . -

1969 - 1.09 _ -

1970. 1L17 ... .

L L30 ..

8 126 ..
Projection:

1973 1.44 1.71

1.64 1.77

1.74 1.86

2.28 2.37

2.58 2.66

2.92 2.99

3.21 3.27

..................................... 2.67

1 Taxable payroll is adjusted to take into account the bower contribution rates on self-employment income, on tips, and
on multiple employer ‘‘excess wages."'

2 Benefit payments and administrative expenses for insured beneficiaries.

3 Includes provision for maintenance of fund equal to next year’s expenditures, .

+ The average costis the average of the “‘current costs’ for the 25-year period 1973-97, adjusted to build the trust fund
to 100 percent of the following year's expenditures.

Since the projected level of the hospital insurance trust fund at
the begining of calendar year 1973 is only 36 percent of the projected
disbursements during 1973, provision must be made for increasing
the trust fund to the desired level. The average allowance required
for this purpose over the 25-year projection period is added to the
average of the current costs over this period to obtain the average cost
of 2.67 percent of taxable payroll.

As can be seen from table 7, the ratio of expenditures to taxable
payroll has increased from .95 percent in 1967 to an estimated 1.26
percent in 1972, reflecting the higher rate of increase in hospital costs
per capita than in earnings subject to hospital insurance taxes. This
ratio is projected to increase to 1.44 percent in 1973 and 1.64 percent
in 1974, reflecting both a continuation of this trend and the extension
of hospital benefits to disabled beneficiaries and persons suffering from
chronic kidney disease. A further increase in this ratio in the long
run to 3.21 percent in 1995 results from the assumed continued in-
creases in the cost per capita of institutional health care at a higher
rate than in average taxable earnings.

The additional allowance necessary to maintain the trust fund at
the level of 100 percent of the next year’s disbursements (provided the
trust fund is already at the level of the current year’s disbursements
at the beginning of the year) is projected to be at a relatively high
level in the short run as a result of increases in disbursements related
to disabled beneficiaries and persons with chronic kidney disease. In
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the long run, this factor is relatively less important, declining to 0.06
percent of taxable payroll in 1995,

The current cost is estimated at 1.71 percent for 1973, rises to 1.86
percent in 1975 when the coverage of new beneficiaries has full effect,
and is projected to increase to 3.27 percent by 1995.

The assumptions used in projecting these current cost rates (as ad-
justed to build the trust fund to the required levels) are described in
the Actuarial Appendix. The long run cost of the hospital insurance
program depends primarily on the relationship between the aggregate
cost of hospital services furnished to beneficiaries and the aggregate
taxable payroll. In the long run, the average increase in the average
earnings of hospital workers cannot differ substantially from that for
other workers. Consequently, the rate of increase assumed for all
workers will affect hospital costs and average earnings in approxi-
mately the same way over the long run and is thus a relatively unim-
portant parameter. Ultimately, it is the increase in quality, complexity,
and extent of health services furnished in an institutional setting that
determines the major portion of the increase in the current cost of the
hospital insurance program. Demographic aspects play a relatively
minor role over the 25-year period covered in the projections.

These projections assume that public pressure will keep hospital
costs from increasing substantially faster than average earnings, in
contrast to what has happened in the recent past. It is specifically as-
sumed that in the long run such pressure will reduce this differential
(between the rate of increase in hospital costs and the rate of increase
in average earnings) to only 2 percent per year. The cost estimates will
prove to be too low should there be a continuation of the rate of in-
crease in the cost of hospital services that has been experienced in the
recent past. Restraints on cost increases which are more effective than
those existing at the present time will be required to keep the cost of
the program within the estimates, especially in the long run. The 1972
Amendments included a number of provisions permitting administra-
tive actions which when implemented could reduce the cost of the pro-
gram, Projections of the cost of the program, assuming higher rates
of increase in hospital costs are discussed in the Actuarial Appendix,
along with a more detailed discussion of the assumptions used.

Table 8 compares the average current cost from table 7 with the
average combined contribution rate under current law for the same
25-year period. The slightly negative actuarial balance (—0.04 per-
cent of taxable payroll) indicates that the system is approximately in
balance, according to the assumptions used.

TABLE 8.—Estimated actuarial belance of hospital insurance program (as a
percent of tarable payroll)

Average contribution rate in present schedule__.___ . __._____________ 2.63
Average current cost. _ 2.67
Actuarial balance.____ OO —. 04

1 QOver 25-year period 1973-97.
CoNCLUSION

The hospital insurance trust fund at the beginning of 1973 is 36
percent of the projected expenditures for that year, and is therefore
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well below the Level of one year’s expenditures recommended by the
Advisory Council. Under the new financing schedule effective Janu-
ary 1, 1973, the ratio of fund to expenditures will increase, with the
fund now projected to reach 83 percent of the year’s expenditures at
the beginning of 1975 and 100 percent of the year’s expenditures at
the beginning of 1979.

The new financing schedule is actuarially adequate over a 25-year
period to provide the expenditures anticipated, including the benefits
for newly eligible classes of beneficiaries, provided that the assump-
tions underlying the estimates prove to be realistic. Among these are
the assumption of future public influence toward reducing the rate of
increase in hospital expenditure. The cost estimates will prove to be
low, and the contribution rates inadequate, should inflation and the
rate of increase in the cost of hospital services continue at as high a
rate as has been experienced in the recent past.

Next Page
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